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REVIEVV OF BUSINESS CONDITIONS 


_ MENTATORS on the economy may very well 
enrich our phraseology in their attempts to 
describe recent business conditions. The hunt for 
succint descriptions stems from the fact that ac- 
tivity in general has remained high in the pres- 
ence of obvious weak spots and that credit de- 
mand has continued in excess of supply even 
though the growth in over-all activity has slowed 
considerably. A brief summary of developments 
in recent months points up the difficulty of find- 
ing an apt label for economic events. While em- 
ployment has been at or near peak levels so far 
this year and unemployment has shown little 
change after allowing for seasonal influences, 
there have been declines at various times this 
year in manufacturers’ new orders, residential 
construction, business sales, durable goods pro- 
duction, and hours worked. Most of these weak- 
nesses were associated with a first quarter adjust- 
ment in inventories, which, according to prelim- 
inary estimates for the second quarter, may 
already have abated. The improvement in manu- 
facturers’ new orders during May, for example, 
is cited as an indication of more favorable devel- 
opments. Total business inventories in May in- 
creased more, after seasonal adjustment, than 
in earlier months this year. 


In any event, the soft spots have had their off- 
sets. Government outlays for goods and services 
have continued to rise. Consumer spending has 
expanded even though the demand for automo- 
biles and household appliances has been lower 
than producers had anticipated. Plant and equip- 
ment outlays continue to rise though the rate of 
gain is well below that of last year. Exports have 
risen even more sharply than imports, providing 
a partial offset to the reduced demand for inven- 
tories in the domestic sector. Construction ac- 
tivity in the nation, in dollar terms, has moved to 
new highs, with housing starts increasing in 
April and May and holding steady in June. 


Generally, the economy has resisted the soft 
spots rather well. The balance between ‘weak- 
nesses and strengths has kept activity at very 
high levels, and the rate of expansion in the first 


half of 1957 was only slightly below that of the 
first six months of 1956. 

A near balance between contracting and ex- 
panding forces is also evident in the Twelfth Dis- 
trict. Total nonagricultural employment showed 
little change from January to May, although it 
has remained above year-ago levels. Some of the 
factors responsible for the leveling in business 
activity in the nation are present in the District 
as well. The slackened pace of residential build- 
ing, however, has had more severe repercussions 
in the District than in the nation as a whole, par- 
tially because of the importance of the lumber 
industry in western states. On the other hand, 
smaller-than-expected gains in national sales of 
consumer durables have had a less depressing ef- 
fect in the District than elsewhere, for most of 
the components used in assembling automobiles 
and a large proportion of home appliances mar- 
keted in the District are imported from eastern 
manufacturing centers. 


The District economy is also somewhat insul- 
ated from weaknesses apparent in machinery and 
metal industries. While District states export 
lead, copper, zinc, and aluminum ingots to fabri- 
cators in the East, a large proportion of machin- 
ery and fabricated metals consumed in the West, 
including steel, is “imported.” The major rea- 
sons for the failure of business activity in the 
Twelfth District to expand as rapidly as in 1956, 
however, are not completely related to demand 
in the private sector of the economy. Two of the 
most important differences so far this year are a 
slower rate of expansion in aircraft employment 
and a steady decline in ordnance operations. 


District nonagricultural employment 
records minor increase 

District nonfarm employment showed no sig- 
nificant change between March and April and 
then rose slightly in May after allowance for sea- 
sonal forces. The number of people at work in- 
creased in manufacturing, trade, finance, serv- 
ices, and government. A substantial part of the 
increase in total nonfarm jobs during May and 
almost all of the gain in manufacturing resulted 
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from the settlement of labor disputes in Califor- 
nia and Washington. About 4,000 California 
auto workers were on strike during the week of 
the April employment survey, and almost 5,000 
were involved in labor disputes in Washington 
metal and metal fabricating establishments. 


As mentioned above, a significant factor in re- 
straining growth in recent months has been the 
failure of manufacturing employment to expand 
substantially. Aircraft plants in California have 
not added workers so rapidly this year as in the 
latter part of 1956 and there was a small decline 
in May. In contrast Washington reported a siz- 
able gain of 2,300 workers in May. The de- 
pressed rate of activity in the District lumber in- 
dustry, when compared to year-ago levels, has 
also retarded employment expansion. A new de- 
velopment in manufacturing has been the De- 
fense Department’s order limiting overtime in 
the aircraft industry. This order reduced total 
hours worked in the industry, and in the Los An- 
geles area alone it appears that the loss in over- 
time hours has resulted in a cut in weekly pay- 
rolls of about $1,000,000 during May. San Diego 
and Seattle each lost about $400,000 in weekly 
aircraft payrolls. Production stretch-outs and 
postponements of delivery dates for several types 
of military aircraft produced in District plants 
have also occurred. 


Construction has been the weakest major in- 
dustry in the District in terms of employment. 
Employment in the building trades, in contrast 
to the national experience, dropped sharply be- 
tween April and May after seasonal adjustment. 
The May level was more than 5 percent below a 
year ago ; and, except for Nevada, every state re- 
ported a decline from a year ago. The drop in 
construction jobs has been attributed by state 
employment agencies to the reduced level of 
home building. 


Compared with a year ago all states except 
Oregon had higher nonagricultural employment 
in May. Oregon’s decline from May 1956 
stemmed entirely from a sharp reduction in man- 
ufacturing employment offset only in part by 
gains in other lines. Reduced employment in lum- 
ber and related lines has been the principal fac- 
tor in the drop in jobs from a year ago. 
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Lumber and steel production rise from 
April to May 


In general, production statistics for the 
Twelfth District show more firmness than do 
those for the nation as a whole. Steel production 
in the Western Region (including Colorado) in 
May achieved an operating rate of 99 percent 
of capacity compared with 96 in April. Prelim- 
inary figures for June suggest only a modest 
decline from May. By contrast, steel production 
for the nation as a whole dropped from 90 per- 
cent of capacity in April to 86 in May and June, 
reflecting the reduced demand for sheet steel, 
very little of which is produced in the West. A 
nation-wide reduction in operations is scheduled 
in July when mills perform essential maintenance 
tasks and employees take annual vacations. 


Output of forest products demonstrated some 
seasonal recovery from April to May, though 
all except plywood remained below year-ago 
levels. Douglas fir, western pine, and redwood 
registered gains of 3, 6, and 6 percent, respec- 
tively. Plywood production rose 7 percent be- 
tween the two months. Preliminary weekly data 
indicate that output of Douglas fir, western pine, 
and plywood increased somewhat further dur- 
ing the first three weeks in June despite the fact 
that price declines were reported for some grades 
of lumber and for fir plywood. Recent produc- 
tion gains in lumber have not added to inven- 
tories, for both shipments and orders have kept 
pace. 


Manufacturing activity slackens 
in Pacific Coast states 

Man-hours worked in Pacific Coast manufac- 
turing industries fell 1 percent, after seasonal ad- 
justment, from April to May. In spite of the 
drop in hours worked in aircraft and metals 
industries, most of the decline was centered in 
nondurables. Activity in food processing plants 
dropped 6 percent, reflecting a strike in sugar 
refining and a reduction in canning operations 
in California. Production of paper and paper 
products also fell because of the decrease in de- 
mand for paperboard and other products used 
in construction. While man-hour declines were 
reported in textiles and in printing and publish- 
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ing, activity expanded in firms producing rubber 
and petroleum products. 

Activity in durable manufacturing industries 
receded slightly. Hours worked in firms produc- 
ing lumber and lumber products rose 3 percent 
in line with the production gains noted above. 
Activity in metals, however, fell 3 percent as a 
reduction in metal fabricating in California off- 
set gains in the production of primary metals. 
Operations in furniture and also in machinery 
expanded | percent. Reduced activity in the man- 
ufacturing of transportation products reflects a 
shortened work week in aircraft, offset in part by 
termination of a strike in automobile assembly. 
Hours worked in “other durables” industries fell 
about 2 percent as ordnance plants in California 
continued to curtail operations. 


District construction still retarded 
by drop in residential activity 

After a sharp jump from March to April, in- 
cluding a 4 percent rise in residential valuations, 
total building permits authorized in the Twelfth 
District leveled in May. Preliminary estimates 
indicate that residential valuations slipped back 
to the March level, although this was offset by a 
further expansion in the value of permits issued 
for nonresidential construction. The number of 
dwelling units covered by permits granted in 
May was 7 percent fewer than in April and down 
about 12 percent from May 1956. Total permits 
for the first five months of 1957 were nearly 5 
percent smaller in value than during the com- 
parable period a year ago, as an 11 percent de- 
cline in residential valuations was not completely 
offset by the rise in value of nonresidential au- 
thorizations. 


Requests for VA and FHA appraisals at re- 
gional offices in May show declines of 79 and 35 


percent respectively from those of a year ago. 
The drop-off in residential construction activity 
in the Twelfth District, as in the nation, is largely 
centered in government-insured, single-family 
dwellings. 


Loans outstanding at District member 
banks resume rise 


In the banking sector the most striking devel- 
opment in the second quarter involved the in- 
crease in loans outstanding at reporting member 
banks in the Twelfth District. Borrowings rose 
$239 million, reversing the downward trend in- 
dicated by a $191 million decline in the first 
three months of 1957. Commercial and industrial 
loans, which fell $120 million the first quarter, 
are responsible for about 80 percent of the sec- 
ond quarter rise. Within this general group of 
loans about half of the increase occurred in the 
category of “unclassified” loans and cannot be 
identified by industry. Second quarter increases 
in loans outstanding measured $72 million for 
public utilities and transportation firms, $31 mil- 
lion for producers of metals and metal products, 
and $26 million for sales finance companies. Ex- 
cept for metals companies, borrowings in the 
second quarter more than offset declines in the 
previous three-month period. 

Real estate loans outstanding fell $25 million 
in the three-month period ending in June, about 
a third as much as during the January-March 
period. This six-month slump marks the end of 
a sustained upward movement that had persisted 
almost without interruption during the postwar 
period. Agricultural loans increased by $15 mil- 
lion and “other loans,” the greatest part of which 
are “loans to individuals for personal expendi- 
tures,” rose by $69 million. These groups re- 
versed first quarter declines. 
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Inventories . . 


= in recent months has been directed 
once again to an important source of insta- 
bility in the economy—inventory investment. 
Renewed interest has been generated by the fact 
that there was a shift from inventory accumula- 
tion to liquidation between the fourth quarter of 
last year and the first quarter of 1957. Additions 
to inventories in the closing quarter of 1956 
totaled $5.1 billion at a seasonally adjusted an- 
nual rate, but in the first three months of this 
year there was a net disinvestment in inventories 
of $0.8 billion. The net decline in such investment 
from the fourth quarter of 1956 to the first quar- 
ter of 1957 is thus currently estimated at $5.9 
billion. This represents a pause in the build-up 
of stocks that continued for eight successive 
quarters—a build-up which appears to have re- 


*These data have been revised back through 1954 and have been 
ublished in the July issue of the Survey of Current Business of the 

epartment of Commerce, subsequent to the preparation of this 
article. In addition, other major benchmark revisions affecting the 
Department of Commerce Sales, Stocks, and Orders estimates will 
be revised in a later issue of the same publication. 


SALES, 


INVERT ORIES 


Source: United States Department of Commerce. 


Note: Inventory and sales figures are not adjusted for changes in prices. 
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. A Pause, No Recession 


sumed in the second quarter, according to pre- 
liminary estimates. 

New investment in inventories provided con- 
siderable propelling force to the recent boom, 
accounting for 11 percent of the rise in Gross 
National Product from 1954 to 1956. Moreover, 
just as inventory accumulation has generally 
been an important factor during periods of ris- 
ing business activity, similarly liquidation of 
stocks has nearly always contributed to reces- 
sions.’ For example, new investment in inven- 
tories dropped $8.2 billion from the final quar- 
ter of 1948 to the last three months of 1949, 
and the shift from the second quarter of 1953 to 
the third quarter of 1954 amounted to $7.2 bil- 
lion. 

Inventory investment in the gross national 
product accounts includes changes in both farm 
and nonfarm inventories. Stocks of commodities 
held on farms by farmers fell in each quarter of 


1See “The Inventory Adjustment—Par for the Course?’’, Monthly 
Review, April 1954, pp. 67-70. 
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1956, reflecting a strengthening of demand dur- 
ing the year. An additional decline in farm in- 
ventories occurred in the opening quarter of 
1957. Nonfarm stocks, by contrast, rose $5.0 
billion in 1956 and then fell at an annual rate of 
$0.3 billion in the first quarter of this year.* 


It should be noted that in the GNP accounts 
quarterly changes in inventories held by manu- 
facturing and trade firms—but not those stored 
on farms—are adjusted for fluctuations in whole- 
sale prices. These price corrections indicate that 
the physical quantity of nonfarm stocks declined 
at an annual rate of more than a quarter of a 
billion dollars in the first quarter of this year. 
This real decline in inventories occurred even 
though the book value of nonfarm inventories 
actually continued to rise (because of price in- 
creases), albeit at a sharply reduced rate com- 
pared with the previous quarter. Since the fol- 
lowing discussion of inventories is based on book 
values not adjusted for price changes, it should 
be borne in mind that small increases in dollar 
value represent declines in physical terms. 


Several questions arise concerning the inven- 
tory adjustments that took place early this year. 
In what sectors and in what industries were they 
most in evidence ? Why did they occur? Are such 
adjustments likely to deepen and precipitate an 
over-all decline in business activity ? 


Durable goods build-up slackens 


Chart 1 pictures the movement of inventories, 
sales, and the resulting inventory-sales ratios for 
all durables and nondurables over the 16-month 
period ending in April of this year.* It is ap- 
parent that the book value of durable goods in- 
ventories held by manufacturing and trade firms 
rose from January to May in 1956. Reductions of 
activity in the automobile industry, because of 
excessive automobile stocks at the retail level, 
and in steel, because of the strike, halted the rise 
during the summer months of last year. In the 
third quarter, increasing wholesale prices and 
the return of capacity operations in automobiles 


1Seasonally adjusted data are used throughout this article unless 
otherwise stated. 

2In April of this year inventories of manufacturing and trade firms 
were distributed as follows: Durable goods manufacturers held 34 
percent; retailers, 26 percent; nondurable goods manufacturers, 25 
percent; and wholesalers, 14 percent. 


and steel quickened the pace of the inventory 
build-up. The rise in the book value of durable 
goods stocks then slowed in the first four months 
of 1957. 


Stocks of nondurables, by contrast, contrib- 
uted only slightly to inventory accumulation after 
August, and although they have since reached a 
new higher plateau, they did not offset the re- 
duced rate of rise in the book value of durable 
goods. It will be pointed out later that the slow- 
down in the rate of inventory accumulation be- 
tween the fourth quarter of 1956 and the first 
quarter of 1957 was centered primarily in hold- 
ings of durables at the manufacturing level. Fur- 
thermore, it is also noteworthy that retail inven- 
tories of durables other than automobiles and of 
nondurables actually declined even in book value. 


As shown in Chart 1, sales of both durable and 
nondurable commodities showed signs of leveling 
off in the first four months of 1957. Preliminary 
April and May figures indicate that sales of dur- 
able goods slipped below the average for the 
fourth quarter of 1956. Sales of nondurables 
were somewhat higher in April and May than 
in the initial quarter, and remained above the 
fourth quarter level. As a result of diverse 
changes occurring in inventories and sales, the 
over-all inventory-sales ratio for durables held 
by manufacturing and trade firms stood at 2.06 in 
April and May, a 16-month high if those months 
in which the steel strike occurred are excluded. 
The ratio for nondurables, however, was about 
the same as during the fourth quarter, down 
slightly from the July-October level. 


Stocks of durable manufacturers 
rise at a slower rate 


The first quarter drop in inventory invest- 
ment, as mentioned above, was almost entirely 
the result of a slower rise in book value at the 
manufacturing level. Chart 2 shows that total in- 
ventories held by manufacturing firms in the 
fourth quarter of 1956 averaged about $1.6 billion 
higher than in the previous quarter. The margin 
of gain between the final quarter of 1956 and the 
opening quarter of this year was about half as 
large—about $700 million. Most of the change in 
pace occurred in durables, where accumulation 
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measured $1.4 billion from the third to the fourth 
quarter of 1956 and then dropped to $400 million. 
Nondurable stocks held by manufacturers rose 
$160 million between the final two quarters of 
1956. The build-up of nondurables continued at 
amore rapid rate as about a $200 million increase 
occurred in the first quarter of this year. 


Inventory adjustments reduce demand 
for primary metals 

The slowdown in the rate of accumulation dur- 
ing the first three months of the year is evi- 
dent in the three industries that account for 
the largest holdings of durable manufacturing 
inventories: primary metals, machinery, and 
transportation equipment. Firms producing pri- 
mary metals added $184 million to inventories 
from June to September and $334 million from 
September to December. By March a further ad- 
vance of $182 million occurred, although a slight 
decline was reported in April. Holdings of stocks 
in primary metal industries at the end of April 
were, nevertheless, higher in relation to sales 
than in any month in 1956 excepting July and 
August when the steel strike occurred. Sales, in 
fact, have edged downward from the 1956 high 
reached in October. Moreover, new orders—a 
barometer of future sales—declined from No- 
vember to April. As a result of these develop- 
ments, output of primary metals fell from a high 
of 148 in September to 134 in May, according to 
the Federal Reserve Board’s production index. 

Production declines in primary metals, how- 
ever, did not prevent a,rise in the inventory- 
sales ratio from 1.60 in October to 1.84 in April. 
Over this period the demand for primary metals 
changed markedly. During the latter part of 1956 
it was strong as metal fabricators stepped up pur- 
chases from primary producers to build stocks. 
In recent months, however, fabricators, particu- 
larly automobile and appliance makers, pared in- 
ventories of purchased materials, in line with a 
downward revision of sales expectations. Thus, 
although activity in metal fabricating was higher 
in the first quarter of 1957 than in the fourth 
quarter of 1956, sales of primary metals pro- 
ducers fell because of inventory disinvestment by 
fabricators. 
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CHANGES IN MANUFACTURING 
AND RETAIL INVENTORIES 
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Note: Dollar figures unadjusted for changes in prices. 
Source: United States Department of Commerce. 
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Incentives for users of primary metals to work 
off holdings of purchased materials stemmed 
from a number of developments. As is widely 
known, consumer outlays for new automobiles, 
home appliances, and residential housing have 
been disappointing to the affected producers. 
Moreover, supplies of primary metals have in- 
creased substantially since the fall of 1956. This 
easing is particularly evident in nonferrous 
metals where price declines have occurred. In 
addition, work stoppages are unlikely in primary 
metals industries since no collective bargaining 
agreements expire in the immediate future. 

In the machinery industry the slackening in 
the rate of inventory accumulation took the 
following course: From June to September in 
1956 inventories rose $351 million; from Sep- 
tember to December, $276 million ; and from De- 
cember to March, $55 million. Little change oc- 
curred in April. Sales, however, trended upward 
until February but declined in March and April. 
As a result of these diverse movements the in- 
ventory-sales ratio dropped from October to 
January. It then rose and in April was about the 
same as in April of 1956. Output of machinery 
remained stable during the first quarter of 1957, 
slightly lower than in the final quarter of 1956. 
New orders for machinery, which move both 
more sharply and in advance of sales (see Chart 
3), dropped in the closing months of 1956 and 


87 


DURABLES| | 
RETAIL 
: 
TOTAL 


FEDERAL RESERVE BANK OF SAN FRANCISCO 


again in March and April. At this time they were 
less than in April 1956, although still substantial. 


Transportation equipment is the third major 
durable goods manufacturing industry in which 
the rate of rise in the book value of inventories 
slowed. The value of stocks held jumped sharply 
from the third to the fourth quarter of 1956, 
largely reflecting the build-up of work in proc- 
ess on new models in the automobile industry, 
though an expansion in aircraft production 
was a factor also. A much smaller rise oc- 
curred between the final quarter of last year and 
the first quarter of 1957. In April inventories re- 
mained at about the March level. This reduction 
in the rate of accumulation is centered largely in 
the automobile industry. Although above the 
year-ago level, output has been trending down- 
ward since January ; but, more important, the in- 
dustry has been working off holdings of pur- 
chased materials because of the increased un- 
certainty in production schedules. 


Manufacturers of nondurables speed up 
accumulation of stocks 


As mentioned above, and in contrast to devel- 
opments in the three major durable goods manu- 
facturing industries just reviewed, manufactur- 
ers of nondurables stepped up inventory accu- 
mulation in the first quarter of 1957, compared 
to the two previous quarters (Chart 2). How- 
ever, sales of nondurable manufactured products 
also averaged higher. Consequently, the inven- 
tory-sales ratio for nondurable manufacturers is 
down slightly from last year’s high reached dur- 
ing the summer months, though in April and 
May it was above the year-ago level. In addition 
to a relatively more favorable sales record in the 
first 4 months of 1957, new orders in April 
reached a 16-month high and output has re- 
mained firm in the second quarter. 


Retailers adopt more conservative 
inventory policies 


It is apparent that inventory policies of most 
retailers became more cautious over the period 
from the third quarter of 1956 to the first quar- 
ter of 1957. This is particularly true if attention 
is centered on retailers other than those selling 
automotive parts and automobiles. Let us take 


Note: Dollar figures unadjusted for changes in prices. 
Source: United States Department of Commerce. 
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“other” retailers first. From the third to the 
fourth quarter of 1956 their inventories fell $17 
million, and from the fourth quarter of 1956 to 
the first of 1957, they dropped an additional 
$226 million. Automotive parts and automobile 
dealers, on the other hand, while sharing in the 
general trend from the third to the fourth quar- 
ter of 1956 to the extent of a drop of $86 million 
in inventories, had their inventories increased 
by $543 million between the fourth quarter of 
1956 and the first quarter of 1957. Adding the 
inventory changes of all retailers together, then, 
gives a decline of $103 million from the third to 
the fourth quarter of 1956, and an increase of 
$317 million from the final quarter of 1956 to 
the first quarter of this year, an increase which 
was entirely due to mounting stocks in the auto- 
motive sector. (See Chart 2.) 


The book value of durable goods held by re- 
tailers in May was about 3 percent less than that 
of a year ago, in spite of a rise in automobile in- 
ventories. Holdings of building materials and 
hardware fell 9 percent, while firms selling home 
furnishings reduced their stocks 4 percent. Non- 
durable holdings in May, on the other hand, 
were up slightly from the May 1956 level. 
Among major groups of nondurables, apparel 
and general merchandise inventories have de- 
clined since April 1956 while the value of food 
stocks has risen. 


Inventory-sales ratios of retailers decline 


Retail sales have shown less fluctuation than 
retail inventories. The expansion in the fourth 
quarter (when automobile sales were rising) has 
been followed by little change from December to 
May. Preliminary figures for the second quarter 
show a gain in retail sales for both durable and 
nondurable goods from the 1956 level. However, 
since the advance in sales has not been matched 
by equivalent percentage gains in the value of 
inventories held, inventory-sales ratios in April 
and May were down from those of a year ago. 
But they have risen slightly since last fall. For 
durables the ratio declined from 2.13 in Feb- 
ruary 1956 to 1.82 in November, the latter figure 
being somewhat influenced by the automobile 
model changeover, and the ratio stood at 1.89 in 
April. The ratio for nondurables has shown less 
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movement as both components of the ratio—in- 
ventories and sales—have been more stable. This 
ratio reached a 1956 high of 1.27 in February 
1956, declined to 1.22 in November, and in April 
rose slightly to 1.24, about the same as in April 
1956. 


Retailers, particularly sellers of durables other 
than automobiles, have increased the rate of turn- 
over of stocks, that is, a larger dollar volume of 
sales is now achieved per dollar holding of in- 
ventories. Several factors are believed to have 
contributed to this development. Many retailers 
who finance inventories by making short-term 
borrowings from commercial banks may have 
voluntarily reduced stocks either to pay off old 
loans or to minimize the need for additional bor- 
rowings at higher interest costs. Also, the level- 
ing evident in the wholesale price index of non- 
farm commodities from mid-February to April 
weakened the incentive to hedge against rising 
prices. Lastly, the general tone of business sen- 
timent, though somewhat improved since the 
early months of the year, and the leveling of retail 
sales added to increased caution in inventory 
policies. 

Both inventories and sales of wholesalers have 
shown little change in the 16-month period since 
January 1956. The over-all wholesale inventory- 
sales ratio is approximately the same as in April 
1956 since a rise in the wholesale ratio for dur- 
ables has been offset by a decline in the ratio for 
nondurables. 


Summary and conclusion 


The decline in inventory investment between 
the fourth quarter of 1956 and the first quarter of 
this year, as reflected in the GNP accounts, stems 
from two sources. The major change is the much 
slower rise in the book value of inventories held 
by manufacturers of durables. In addition, some 
actual liquidation, even in book value terms, of 
retail inventories other than automobiles rein- 
forced the decline in the rate of increase in 
book value of manufacturing inventories. Three 
industries — primary metals, machinery, and 
transportation equipment—account for a large 
proportion of the change in the rate of accumu- 
lation of stocks at the manufacturing level. 
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The length and strength of the inventory rise 
prior to the drop in the first quarter of 1957 
might have been expected to produce an eventual 
readjustment. Specifically, various forces had 
an important influence on the inventory shake- 
down that occurred. Disappointing automobile 
and appliance sales reduced the demand for a 
broad range of metals. In response to the lower 
demand, firms in the metal industries cut back 
on inventory investment. At the same time auto 
producers and appliance manufacturers exerted 
efforts to limit their holdings of materials and 
related goods. In addition, the continuing credit 
squeeze induced many business firms to mini- 
mize the number of dollars “tied up” in inven- 
tories. 


Improved supply conditions and more stable 
labor relations this year have also affected de- 
cisions on inventories. Some metals, particularly 
copper, lead, and zinc, have been available in 
greater volume than the market has been willing 
to accept so that substantial price cuts have ap- 
peared. Generally, wholesale prices have been 
more stable from mid-February through June 
than in earlier months. 


Frequently an inventory adjustment can lead 
to a general downturn, although recessions of 
this type are usually mild and of short duration. 
The general downturn is induced as cuts in 
stocks lead to a reduction in orders and subse- 
quently in production. Eventually, aggregate 
sales, output, and employment may fall, reduc- 
ing incomes and perhaps causing further cuts in 
spending. So far this year, however, the final 


demand for goods has remained high despite the 
weak spots noted. Government spending has con- 
tinued to rise; consumers increased total out- 
lays, even though they have disappointed some 
producers ; business fixed investment is still ris- 
ing; and foreign demand has been exceedingly 
strong especially in the first quarter. It appears 
likely that the inventory adjustment has already 
been moderated by these forces. Advance esti- 
mates for GNP in the second quarter indicate 
that the first quarter drop in inventory invest- 
ment of $0.8 billion gave way to accumulation of 
approximately $1.5 billion in the second quarter, 
after allowing for higher prices. 


It might be said that the cessation of inventory 
accumulation in the first quarter of the year 
should not be described as a “weakness,” even 
though it did serve to reduce the gain in GNP 
between the final quarter of 1956 and the first 
quarter of 1957. The decline in inventory invest- 
ment may mean that businessmen were adjust- 
ing their stocks to the more moderate business 
tempo in some lines. If business firms had con- 
tinued to build inventories at the fourth quarter 
annual rate of $5.1 billion, the possibility of re- 
cession in the latter part of this year would al- 
most certainly have been heightened. Instead, 
the prevailing caution is a factor strengthening 
the outlook for the second half of 1957, since in- 
ventories are in a more balanced situation than 
would otherwise have been the case. The first 
quarter drop in inventory investment, by reduc- 
ing the demand for goods, has also served to 
lessen inflationary pressures in the economy. 
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